Updated Informative Digest for the State Board of Equalization’s
Adoption of Proposed Amendments to California Code of Regulations,
Title 18, Section 1502, Computers, Programs, and Data Processing

On December 17, 2013, the State Board of Equalization (Board) held a public hearing on
and unanimously voted to adopt the proposed amendments to California Code of
Regulations, title 18, section (Regulation) 1502, Computers, Programs, and Data
Processing, without making any changes to the original proposed text of the
amendments. There have not been any changes to the applicable laws or the effects of,
the objectives of, and anticipated benefits from the adoption of the proposed amendments
to Regulation 1502 described in the informative digest included in the notice of proposed
regulatory action.

The Board did not receive any written comments regarding the proposed regulatory
action and no interested parties appeared at the public hearing on December 17, 2013, to
comment on the proposed regulatory action. The informative digest included in the
notice of proposed regulatory action provides:

“Current Law

“Subdivision (f)(1) of Regulation 1502 prescribes the application of sales and use tax to
the sale or lease of prewritten programs and maintenance contracts sold in connection
with the sale or lease of prewritten programs. Regulation 1502, subdivision (f)(1)
explains that prewritten programs may be recorded on tangible storage media or coding
sheets and provides that tax applies to the sale or lease of storage media or coding sheets
on which or into which prewritten programs have been recorded, coded, or punched.
However, Regulation 1502, subdivision (f)(1)(D) provides that the sale or lease of a
prewritten program is not a taxable transaction if the program is “transferred [in an
electronic download transaction] by remote telecommunications from the seller’s place of
business, to or through the purchaser’s computer and the purchaser does not obtain
possession of any tangible personal property, such as storage media, in the transaction.”
Subdivision (f)(1)(D) also provides that the sale of a prewritten program is not a taxable
transaction if the program is “installed by the seller on the customer’s computer [in a
load-and-leave transaction] except when the seller transfers title to or possession of
storage media or the installation of the program is a part of the sale of the computer.”

“The first paragraph in Regulation 1502, subdivision (f)(1)(C), describes the
characteristics of maintenance contracts. It currently provides that:

Maintenance contracts sold in connection with the sale or lease of
prewritten computer programs generally provide that the purchaser will be
entitled to receive, during the contract period, storage media on which
prewritten program improvements or error corrections have been recorded.
The maintenance contract also may provide that the purchaser will be
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entitled to receive, during the contract period, telephone or on-site
consultation services.

“Prior to January 1, 2003, all of the charges for optional maintenance contracts were
generally taxable because Regulation 1502, subdivision (f)(1)(C) provided that “If the
purchase of the maintenance contract is optional with the purchaser, but the purchaser
does not have the option to purchase the consultation services in addition to the sale or
lease of storage media containing program improvements or error corrections, then the
charges for the consultation services are taxable as part of the sale or lease of the storage
media.” However, in 2002, the Board amended Regulation 1502, subdivision (f)(1)(C) to
recognize that optional maintenance contracts often involve both the sale or lease of
taxable tangible personal property and the provision of nontaxable services, and establish
the bright-line rule that only 50 percent of the lump-sum charge for an optional
maintenance contract is for the sale of taxable tangible personal property for reporting
periods beginning on or after January 1, 2003. The last two paragraphs in Regulation
1502, subdivision (f)(1)(C), currently provide as follows:

For reporting periods commencing on or after January 1, 2003, if the
purchase of the maintenance contract is optional with the purchaser, that
is, if the purchaser may purchase the prewritten software without also
purchasing the maintenance contract, and there is a single lump sum
charge for the maintenance contract, 50 percent of the lump sum charge
for the maintenance contract is for the sale of tangible personal property
and tax applies to that amount; the remaining 50 percent of the lump sum
charge is nontaxable charges for repair.

If no tangible personal property whatsoever is transferred to the customer
during the period of the maintenance contract, tax does not apply to any
portion of the charge. Tax does not apply to a separately stated charge for
consultation services if the purchaser is not required to purchase those
services in order to purchase or lease any tangible personal property, such
as a prewritten computer program or a maintenance contract.

“Effects, Objectives, and Benefits of the Proposed Amendments to Requlation 1502,
subdivision (f)(1)(C) and (D)

“Need for Clarification

“Board staff thought that some retailers were currently selling or leasing prewritten
programs via electronic download and/or load-and-leave transactions and also offering to
separately sell their customers optional maintenance contracts that entitle the customers
to receive a backup copy of the same or similar prewritten programs recorded on tangible
storage media, which the customers could use to restore lost or corrupted data. Board
staff thought that, when a customer purchased a prewritten program and maintenance
contract in this type of paired transaction, there may be some confusion as to:
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e Whether the retailer’s charge for the prewritten program that was sold or leased in
the electronic download or load-and-leave transaction is a nontaxable charge
under Regulation 1502, subdivision (f)(1)(D); and

e Whether the maintenance contract can be properly characterized as “optional” so
that only 50 percent of the lump-sum charge for the maintenance contract is
taxable under Regulation 1502, subdivision (f)(1)(C).

“Board staff thought that part of the confusion was due to the first paragraph of
Regulation 1502, subdivision (f)(1)(C), which specifies that maintenance contracts
generally provide that the purchaser is entitled to receive storage media upon which
“improvements” and “error corrections” are recorded, and the fact that it is not entirely
clear whether a backup copy of a prewritten program is included in the references to
“improvements” and “error corrections.” Board staff also thought that part of the
confusion was due to the fact that there are currently no provisions in Regulation 1502,
subdivision (f)(1)(C) or (D) that expressly indicate that nontaxable electronic download
and load-and-leave transactions may be appropriately paired with optional maintenance
contracts that entitle customers to receive tangible storage media and are subject to tax at
50 percent of the lump-sum charge.

“As a result, Board staff raised the issue during the Board’s January 15, 2013, Business
Taxes Committee meeting. Staff recommended that the Board authorize staff to conduct
one focused interested parties meeting regarding clarifying amendments to Regulation
1502 to address the issue. And, the Board unanimously voted to approve staff’s
recommendation.

“Interested Parties Process

“Board staff subsequently reviewed the 2002 amendments adding the second and third
paragraphs to Regulation 1502, subdivision (f)(1)(C), which are quoted above, and staff
determined that the 2002 amendments were intended to create a bright-line rule that only
50 percent of the lump-sum charge for an optional maintenance contract that entitles the
purchase to receive tangible personal property is taxable. In addition, staff determined
that the language in the first paragraph of Regulation 1502, subdivision (f)(1)(C), was
intended to generally describe maintenance contracts, including maintenance contracts
that entitle purchases to receive tangible personal property, such as storage media. Staff
did not see any indication that the language in the first paragraph of Regulation 1502,
subdivision (f)(1)(C) was intended to limit the types of tangible personal property that
can be transferred under maintenance contracts, including optional maintenance
contracts.

“Further, staff found that when the Board adopted the 2002 amendments to Regulation
1502, subdivision (f)(1)(C), the Board intended for optional maintenance contracts that
entitle customers to receive tangible personal property to be taxed the same way. Staff
did not see any indication that the Board intended for some optional maintenance
contacts sold in connection with the sale or lease of prewritten programs to be taxed
differently merely because they provide that the customer is entitled to receive storage
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media containing a backup copy of a prewritten program, so that the purchaser may use
the backup copy to restore lost or corrupted data from the original prewritten program to
which the maintenance contract relates, as opposed to other tangible personal property.

“Furthermore, staff did not find any indication that when the Board adopted the 2002
amendments to Regulation 1502, subdivision (f)(1)(C), the Board intend to limit the
application of subdivision (f)(1)(C)’s provisions to optional maintenance contracts sold in
connection with taxable sales and leases of prewritten programs, or otherwise prohibit the
provisions from applying to optional maintenance contracts sold in connection with
nontaxable electronic download and load-and-leave transactions described in subdivision
(H)(1)(D). Also, staff could not find any reason why subdivision (f)(1)(C)’s provisions
should be limited to optional maintenance contracts sold in connection with taxable
purchases of prewritten programs recorded on tangible storage media, at this time.

“As a result, Board staff drafted amendments to Regulation 1502, subdivision (f)(1)(C)
that would have the effect and accomplish the objective of clarifying that when a
maintenance contract, including an optional maintenance contract, is sold in connection
with the sale or lease of a prewritten program, the maintenance contract may include a
backup copy of the same or similar prewritten program recorded on tangible storage
media, so that the purchaser may use the backup copy to restore lost or corrupted data.
Board staff also drafted amendments to Regulation 1502, subdivision (f)(1)(D) that
would have the effect and accomplish the objective of clarifying that subdivision
(F(2)(C) applies to optional maintenance contracts sold in connection with nontaxable
transactions described in subdivision (f)(1)(D).

“Next, staff distributed the draft amendments to the interested parties and discussed the
draft amendments at an interested parties meeting on March 6, 2013. During the March
6, 2013, interested parties meeting, Mr. Mark Nebergall, President of the

Software Finance & Tax Executives Council, expressed his understanding that backup
copies of prewritten programs are simply used to restore prewritten programs, rather than
lost or corrupted data, as stated in staff’s draft amendments to Regulation 1502,
subdivision (f)(1)(C), and recommended that the amendments to subdivision (f)(1)(C) be
revised accordingly. In addition, Board staff received a March 22, 2013, letter from Mr.
Nebergall, which he sent on behalf of the California business community. In the letter,
Mr. Nebergall reiterated his comments from the March 6, 2013, interested parties
meeting, and indicated that the California business community does not oppose the draft
amendments to Regulation 1502, subdivision (f)(1)(C) and (D) with the revision he
previously requested. Therefore, Board staff agreed to consider Mr. Nebergall’s
recommendation to revise the draft amendments to subdivision (f)(1)(C) to specify that
backup copies of prewritten programs may be used to restore prewritten programs, rather
than lost or corrupted data.

“August 13, 2013, Business Taxes Committee Meeting

“Board staff subsequently prepared Formal Issue Paper 13-007, which recommended that
the Board propose to adopt staff’s draft amendments to Regulation 1502, subdivision
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(H(1)(C) with the change requested by Mr. Nebergall, and also propose to adopt staft’s
draft amendments to Regulation 1502, subdivision (f)(1)(D) without any changes. The
Board considered staff’s recommendation during the August 13, 2013, Business Taxes
Committee meeting, and, at the conclusion of the meeting, the Board Members
unanimously voted to propose the amendments to Regulation 1502, subdivision (f)(1)(C)
and (D) recommended in the formal issue paper. The Board determined that the
proposed amendments to Regulation 1502 would have the effects and accomplish the
objectives of clarifying that:

e Tax applies to 50 percent of the lump-sum charge for optional maintenance
contracts that entitle customers to receive a backup copy of a prewritten program
recorded on tangible storage media; and

e Nontaxable electronic download and load-and-leave transactions may be
appropriately paired with separate optional maintenance contracts that entitle
customers to receive tangible storage media and are subject to tax at 50 percent of
the lump-sum charge.

“The Board anticipates that the proposed amendments to Regulation 1502 will provide
the following benefits:

e Eliminate confusion by clarifying to the public and staff that a backup copy of a
prewritten program recorded on tangible storage media may be included in a
maintenance contract sold in connection with the sale or lease of the same
prewritten program;

e Provide clarification to the public and staff that taxable optional maintenance
contracts are still taxed the same, even if they include a backup copy of a
prewritten program recorded on tangible storage media; and

e Maintain the bright-line rule that 50 percent of the lump-sum charge for an
optional maintenance contract that entitles the customer to receive tangible
personal property is taxable, even when such a contract is paired with a
nontaxable electronic download or load-and-leave transaction.

“The Board has performed an evaluation of whether the proposed amendments to
Regulation 1502, subdivision (f)(1) are inconsistent or incompatible with existing state
regulations and determined that the proposed amendments are not inconsistent or
incompatible with existing state regulations. This is because Regulation 1502,
subdivision (f)(1) contains the only provisions in the state’s regulations that specifically
prescribe the application of sales and use tax to the sale or lease of prewritten programs
and maintenance contracts sold in connection with the sale or lease of prewritten
programs, and the proposed amendments are consistent with the existing provisions of
Regulation 1502, subdivision (f)(1). In addition, the Board has determined that there are
no comparable federal regulations or statutes to Regulation 1502, subdivision (f)(1) or the
proposed amendments to Regulation 1502, subdivision (f)(1).”
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